
E. R••pgn•• to Ad Hoe U••r.
The criticisms of the IUcroeconomic anAlysis in the Godwins Report presented

in The Opposition of the Ad Hoc Telecommunicationa Users Comaittee to Direct

Cases is simply a summary of criticism. mad. in a r.port prepared by Economics

and Technology. Inc .. (ETl) for the Int'rnAtional Co.-unications As.ociation. To

avoid r.p.tieion, we vill not ••parat.ly r ••pond to the Oppo.ition of the Ad Hoc

T.l.communications U••r. Co..itt•• r.port, and to the ETl r.port. lnat••d, w.

will r ••pond only to the ETl r.port. R••pondinl to the ETl r.port pr•••nts a

sp.ci.l ch.ll.nge. Unlike the oppo.itiona fil.d by AT&T, KCl, .nd the r...inder

of the Ad Hoe U.ers filing. the r.port sub.itt.d by ETl i. unprof••• ional in both

its ton. and its subst.nc.. Wh.n r••dinl the ••••rtiona th.t .pp••r inat••d of

re.soned economic .nalysis. on. wond.rs why ETl cho•• to writ. the r.port this

way. W•• it the result of .n inability to under.t.nd the .conoaic analy.i. in

the Godvins Report, or v•• it th.r••ult of • delib.r.t••tt'lIpt to misr.pr•••nt

.nd distort the report? R'I.rdl••• of the r •••on. ETl'. r.ckl•••••••rtiona h.v.

b.en enter.d into the record. so it is n.c••••ry to s.t th•• str.ight.

ETl ••••rt. on p.g. 13 of it. r.port that the Godwin. R.port cont.ina at

least six f.tal fl.v.. Th. first .ll'g.d f.t.l fl.w dtl.ls vith the role of

c.libration, .nd the r ...ining five .11.g.d fat.l flaw••re numbered 1 . 5 on

p.ge 15 of the ETl r.port.

EII Cont.nUOD 
(Page 14)

-In the Godwina lIOdel, the k.y n~.rs which det'Bin. the
r.sults art I1l1ply inv.nt.d. Th.y .1" ..de up .... A quote
from App.ndix C-S of the Godwina R.port illu.tr.t•• the
proe••• :

Th. lIOdel 11 callbrac.d .0 that in the .bs.nc. of
FAS·I06 it yi.lds .n .lloc.tion of l.bor .cross
s.ctors ... It i••lso calibrat.d such th.t in the
abs.ne. of FAS·I06 ••11 nominal pric•• art .qual to
on•. - ['lIph•• i. .ddtld by ETI]
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Ruponlt . S.veral comments are in order. First. let's look at what

ET1 omitted from the quoted passage from the Godwins Report

where the ellipsis appears after "labor across s.ctors."

Th. following words were left out: "that m.tches the actUAl

allocation of labor across sector•. " [emphasis added] Now

why w.r. th••• nine words omitted by ETI? Certainly not

bec.us. they took up too .uch extra .p.ce. And certainly

not bec.use the•• nine warda were not geraane to the point

tTl wa. trying to lUke. Qu,ite the contrary- - these nine

warda indicat. th.t the nWlber. were not IUde up or

inv.nt.d; the numerical value. of the p.rllleters were

cho••n so th.t the sh.r. of worker. eligibl o for SFAS 106

benefit. in the model would eqUil the actUAl sh.re in the

U.S. econQmy. Th.t is. the.e nine worda prove the opposite

of ETI's as.ertion, and Erl siaply chQs. tQ suppr.s. thea.

Second. the p••••g. quoted frQa the Godwin. Report .t.t.s

that in the initial equiUbriua. before the introductiQn of

SFAS 106, all noainal pric.. .r. ..t .qual tQ on.. It

..... th.t the authQr. of the ErI r.port r.gard this a. .n

invented number. Howev.r. th.r. i. a diff.r.nce beeween a

price index and the pric. of • sp.cific gQOd me.sured in

local currency. GNP - PI 11 • price ind.x, and like all

index•• , a .ingl. specific nuaerical value of the index is

...ningl•••• unle.s the seal. or b••e i ••p.cifi.d. The

value Qf an index in a ba•• ye.r i ••ntir.ly arbitrary, and

to ..k. the int.rpr.t.tiQn of the nuaber••iapl., the price

index.. w.r. noraaliz.d .0 that the pric. index in the

initial situation h.d a value Qf one. 'Th. concept Qf

nor.allzatlon should b. f ..i1iar to anyone with graduate

training in .conoaics, and th.r. i. no ..aningful ••n.e in

which nonuliz.tion should b. int.rpr.ted as -inventing

nuab.rs.-
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Third, ETI italicizes the word ~calibrated~ twice in the

quoted passage, as if to emphasize that ~calibrated~ means

~invented~ or ~made up." The problem is that the authors

of the ETI report do not appear to know what calibration

is. They ask the question on page 14: ~TJhat is this

calibration?" Then they assert that calibration does not

involve real economic data, and they cite a. proof the fact

that the tera calibration 1. not used in standard

econo..tric. textbooks. The problem 1. that the authors

looked in the wrong place to find out about calibration.

The risht place to look i. in the sacroeconomics

literature, in particular the burgeoning literature on

quantitative general equiUbriua II&croeconomic IIOdels. An

influential paper that use. caUbration and is already

becoming a classic in this literature is Edward C.

Pre.cott's ~Theory Ahead of Busine•• Cycle Keasurem.nt,~

Quarterly Review, Federal Re.erve lank of Kinneapolis, Fall

1986, pp. 9·22. Calibration i. at the frontier of

quantitative macroeconomics and ha. not yet filtered into

many undergraduate textbook.s. However, calibration is

de.cribed in Chapter 11 of Macroeconogics by Andrew 8. Abe 1

and Ben S. 8emanke, Addison·We.ley Publishing Co., 1992,

a book co·authored by one of the authors of the Godwins

Report and used at dozens of leading college. and

universities .

Calibration is an alternAtive ..thod to direct econolHtric

e.t1aation for choo.ina n~rlcal value. of par... ters in

a ..croeconomic model. In calibrated models, nuaer1,cal

value. II&Y be ba.ed on econo..tric e.tiaation of

mlcroeconomic data and/or they ..y be cho.en so that

variable. in the model II&tch actual value. of real economic

data. 80th of the.e technique. were used in the model in

the Godwins Report For instance, the par...ters of the
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....... rl. en • .·u

production functions were c.libr.ted so th.t the sh.re of

l.bor coat in tot.l coat match.d the .ctual .har. of l.bor

in total cost in the U. S. econoay. Contr.ry to the

••••rtion in the first par.graph on page 14 of the ETI

r.port [-Another key factor, the l.bor supply el••ticity,

the re.pon.e of l.bor supplied to real wale chan,es, is

a••UII.d to b. 0.00, .gain a nUllb.r .t.ply invented for the

purpo••• of their report.-], the v.lue of the l.bor .upply

ela.eicity w•• ba.ed on • lIU.ltieude of .con~tric seud1e•.

lbe fine coaplete p.r.,raph on pale 30 of the Godwins

aaport di.cus••• the .u.aary by Mark R. Killing.worth of

tha .xt.nsiv. econoaetric lit.ratur. on tha el••ticity of

labor supply. Each of the II&I\Y .tudi.. finds diffarent

nUII.rical v.lue. for this .laaticity, .nd it .....

pointl... to try to pick ana of the ••tiaate. in one of the

.tudi... It is .v.n IIOr. pointl... to .cono..trical1y

••dllate thia el••ticity indep.ndently, giv.n the lIU.ltitude

of .xiatin, estiaat... lbe .ensible approach ia to ob•• rve

thAt the ••tillat.. t.nd to .how a ...11, .v.n sUlhtly

n.gativ., .l••ticity. sec.usa the t.pact of SFAS 106 on

the GNP-PI i. larger for hilh.r l.bor .upply .la.ticitie.,

a value of 0.0 wa. cho••n .0 a. not to understate the

!.apact on GNP· PI. Furtharaore. the .ansitivity .naly.is

axplored the .ffect of .ven hilhar v.lua. of this

ela.ticity.

It .hould ba acknowledg.d thAt the value of ona par...ter,

t:ha price ela.ticity of de-.nd, wa. not directly caUbrat.d

fro. a .pacific .at of data or a .pecific .et of

econo..tric .tudi... lba value of this par...ter va.

cho.en by ob.ervin, that econo..tric .tudi•• of tha de..nd.

for varioue goods tend to find price ala.ticitie. of de..nd

on tha order of ana, or ...ller. For i~tance, the ETI

report on page 16 cite. a price elaaticity of de..nd of

0.723 for interstate switchad acca•• in a .tudy by
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J. Gatto, et. al of AT&T. Secause price elasticities of

demand tend to be smaller for broader categories of goods.

the price elasticities of demand for se~tors 1 and 2 in the

Godwins lIodel (which account for about 2/3 and 1/3 of

private sector output, re.p.ctiv.ly) are 1I0St likely

.mall.r than on.. The ba.eline calculation \U.d an

.la.ticity of 1.5 because experi..ntation with the lIodel

indicat.d that the eff.ct of SFAS 106 on GNP-PI is (1) not

very sensitiv. to the price ela.ticity of deaand, and (2)

hish.r for hisher value. of the price ela.ticity of de..nd.

Ther.for., to provide a c\Uhion asain.t understating the

.ff.cts on GNp· PI, the value of the price .la.ticity of

demand wa. purpo.ely •• t hisher than the lik.ly true value

of this .la.ticity.

The ETl report cOllplains that only -after INCh eva.ion- (p.

14) did the May. 1992 Godvins ae.ponse to Paragraph 16 of

the FCC Order of Inve.tisation and Suspension adait that

it. model is not econoMtrically •• tillat.d. Th. first

parasraph of the May ae.ponse st.te. that the originAL

Godwins Report contained enough information so that a

well-trained prof.ssional econoalat could reproduce the

nua.rical r ••ults of the IIacroecono.ic model. The second

p.rasraph b.gin. by pointinl out that it would b. helpful

to contra.t the model in the Godvins R.port with

conventional large-seal••hore-run econoaetric for.ca.ting

.adel.. Thi. i. cl.arly not eva.ive.

Havins .ddr••••d the ETl report's alar.pre.entacion of

c.libration. we now discus. the fIve nuabered alleg.d

flav•.
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!II Conundop 
(Page 16)

Ruponu .

-Godwin. choose (sic) the wrong kind of model to evaluate
the effects of FAS l06.~

According to ETr. a large-scale co...ercial econolletric

1I0del would have been preferable to a classical general

equilibrium model for the purpo•• of analyzing the impact

of SFAS 106. Th. May, 1992 Godviu. Re.pou.. to Paragraph

16 of the FCC Order of Inv••eigation and Su.peu.ion has

already addressed in detail the choice of a clauical

gen.ral equilibriUli IIOdel rath.r than a large-.cale

co.... rcial econoll.tric foreca.ting IIOd.l. ETl has already

complained on page 14 that ehat re.pou.e contained

-duplication of ...terial froll the F.bruary report- so that

di.cus.ion will not b. rep.at.d h.re. It .hould b. noted,

however, that the Godviu. R.pore l1seed fiv. de.irable

crit.ria for a 1I0d.l to us. in addre•• ing the lapact of

SFAS 106. Th. cla.sical gen.ral .quilibriUli IIOdel used in

the Godviu. R.port ....t. all five of th••• crie.ria, but a.

poineed oue in the Godviu. R••ponse to Paragraph 16,

larg.-scale commercial econolletric forecasting IIOdels fail

to 1I•• t at l.a.t cwo of th••• crie.ria.

ET1'. discus. ion on pag•• 16·18 a~ nothing of subseance

to the issue of choosing an appropriate type of IIOd.l. Th.

di.tinction drawn on pag. 16 b.ew••n ..th...tical IIOdels

and IIOdel. explicitly de.ign.d to b•••ei..t.d with actual

data again r.v.al. the auehor.' ignorance of the burg.oning

..cro.conollic lit.ratur. on quaneit.eive g.neral

.quilibriUli IIOd.l. (5•• e.p.cially the s.nt.nc. on p.ge

16: -n..y are dedgn.d and .tudied to inv••eigaee a

conc.pe qualitativ.ly not qUMJtJ.t.t1vely. - [italic. in

original]). Th. author. va.e. a f.v paragraph. on pag•• 17

and 18 deriding the lIonopoli.tic co~.tition in the

Blanchard-Kiyotaki model. Appar.ntly th.y have failed to

realize that monopolistic comp.tition i. on. a.pect of the
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ETI Cqntention 
(Page 18)

' ..ponll -

ITI Content ion 
(Page 19)

' ..ponll -

Blanchard-Kiyotaki model that is not present in the

adaptation of this model used in the Godwins Report.

~Th. k.y num.rical par...ters of the model are invented by
Godwins and not estimat.d fro. any econo.ic database.-

Th.re i. nothing n.w in this fal.e a••ertion th.t h•• not

already been address.d in this Suppleaental R.port. All of

ehi. mat.rial in this fal.e ••••rtion i•• r.petition b••ed

on the ignorance of calibration by the auehora of the ET!
R.port.

-Th. Godwin.a .odel .rron.ou.ly a••UIN. that worker. do not
evaluate the value fro. po.t·retire..nt b.n.fit••nd th.t
.~loyer. do not view th••• b.n.fit••• current co.t.,-

P.g. 19 of the ErI report .tat•• -Th. fun~nt.l Godvln.a

assu.ption i. that .~loy.rs who pay th.s. po.t-retir...nt

b.n.fit. do not now cOnlider th•• labor costs. - This

quot.d .ent.nce preswubly ..ani that the Godvln.a Il.port

a••uae. that, in the abs.nc. of SFAS 106, eaployer. do not

r.cognize po.t-r.tir...nt ben.fits a. current costs. The

r.ason for this ..su.ption 1& that the Godwins Il.port

att.~ted to take a COnlerv.tiv. appro.ch wherever

possibl.. In this p.rticul.r context. conservative ..ana

cuard1ng against understating the i~act of SFAS 106 on

GRP-PI. Equivalently. the appro.ch was to err on the side

of ov.rstating the impact on GNP·PI. Now if on. argue.

Chat in the abs.nc. of SFAS 106 eaploy.rs and eaployee.

fully recosnize post·retir...nt b.n.fits. then the

introduction of SFAS 106 would hAv. no .ffect on any

prices. and the GNP·PI would b. unaff.ct.d, Thu., GNP·PI

would prOVide absolutely no recov.ry to Pric. Cap LEC. who

would th.n b. .ntitled to s••k 100' recov.ry of the

incr.... in co.ts due to SFAS 106 b.caus. Price C.p LECs

have not b.en able to recover th••• cost. in the pa.t.
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rr1 CODUDtiop •
(Paga 20)

'"pon.. -

How.ver, to the extent that SFAS 106 formalizes and focuses

attention on future po.t-retire..nt liabilities, and to the

extent that fira. carry larger liabilities on their balance

sh.et. and thus face high.r co.t. of borrowing, the

introduction of SFAS 106 will lead to an increase in

recosnized current co.t.. How large i. the increa.e in

co.t.? M explained abov., the corwervative approach

dictate. that we over. tate the effect of SFAS 106 on

GNP-PI, .0 for ..cro.conoaic purpo••• w. treat all of the

additional SFAS 106 experw. a. a co.t.

-N.xt, the Godwina model incorr.ctly us•• an outdated
functional fora to repre.ent the production function for
the econoay.·

Although the Cobb-Dougla. production function vu fint

us.d more than 60 y.ar. ago, it i ••till Widely us.d in

quantitative econoaic anAly.is, and on. of it. ..jor

pr.dictiorw - - that factor .har•• are corwtant over ti.e -

..... to hold up w.ll in U.S. data. It i. true that during

the 1970. th.re wa. a flurry of activity to g.n.ralize the

Cobb-Douglas production function, and this flurry included

e.tt..Ation of the trarwlog production function cited in

fOOC1lOU 48 of the ETI report. Th. trarwlog production

function is corwiderably more g.n.ral than the Cobb-Douglas

production function, but this added g.nerality co at a

co.t. Th. trarwlog production function ha ny ..ore

par...ter. to e.timate or calibrate, and the quality of

a&&r.gate data on input. may b. .ufficiently poor to make

••cillat•• of the.e additional par...t.ra unreliable. It is

worth noting that when th... addi tional paraaetera are

.qual to z.ro, the trarwlog production function b.co..s a

Cobb-Douglas production function. In practice, e.timates

of many of the.e addi tional par...ur. have large .tandard

.rror. and are not sisnificantly differ.nt fro. zero at
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standard confidence lev.h (se. Ernst R. B.rndt, IhI.

Practice of Econoutrics; Cla"ic .nd Cont'llpoury, Reading

Massachusetts: Addison-W.sley Publishing Co., 1990, T.ble

9.2 p. 473), In addition, the ..ti..ted elasticity of

substitution b.ewe.n capital and labor, in a four· factor

traM log production function presented by Berndt on p. 475.

is 0.97, which is very clos. to the elasticity of

substitution of 1.0 that i. characteri.tic of the

Cobb-ooull.s production function.

The ETI report close. ita eritic18. of the us. of the

Cobb-Douglas production function on pale 21 with the

sentence, -Although it is not clear how sienifieant the

bias is from the us. of the Cobb-Doulla. model, it is clear

that the analysis involv.s st.plified a.suaptlona dating

back over 60 years. - It 18 worth notina that not only do.s

the ETI report a~lt that the I1Jftifieance of the bias is

unclear, it do•• not .p.culate on the direction of any

bias. Th. only thinl that is clear to the authors of the

ETI report is that the Cobb-Doulla. production function is

ov.r 60 years old. Intere.tinlly enough, the lource cit.d

1n the ETl report .tate. that the tranalol production

function introduced 1n 1970 1. -identical to the production

function conaidered by H.ady ••v.ral decade. .ar11.r.·

(Berndt, p. 458)

'erhap. the best respona. to the critici •• rai.ed by the

ITt report 1. contained 1n a 1911 book by Zvi Griliche.

(foftler Cha1raan of the Deparc.ent of !cono.ics at Harvard

Univ.r.ity, 1914 Vice 're.ident of the ~rican Economic

Association, 1965 winner of the John IAtes Clark Kedal for

the b.st economlst under the a,e of 40, and Fellow of the

!conoutric Society who.e dbtinpllhed career has b.en

devoted to the Itudy of productivity): -There is also the

1ssue of functional fora for the estLaated production
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ITI Conunt ion 
(P.ge 21)

'''pon'' -

functions and the associated productivity computations. I

could n.ver take this r.ng. of i ..u•• seriou.ly. - (Zvi

Grilichu, I.chnololY. Education. .nd Productivity, New

York: aasil 8lackwell Inc., 1988, pp. 306-307.)

-Finally, the Godwina R.port isnor•• the u.ual uncertainty
that i. • ••oci.c.d with surv.y r ••ults m.a.ured by
calculated .tandard errors.-

This criticism applies to the actuari.l analysis and has

b.en .dcSr....d on pp., 10-11 of thh Supple..nta1 R.port.
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P. l.spODs. to Miscell.n.ous Comm.nt by MCI

IICr Contention .
(P.ge 6,
.nd FN 8)

' ..ponlt .

-If .xog.nou. tre.cm.nt i••fforded to on. portion of the
co~.na.tion p.ckage, .n ••~etric.l rel.tionship will be
.ffordld c.rri.r. under pric. c.p. . This wU 1 .llow
c.rrier. to off.r incre•••d OPU, for which th.y would
r.c.iv••xol.nou. tr••c.ent, and d.cr•••• oth.r fora. of
co~.naation.· (footnot. 8: In fact, the USTA .tudy itself
predicta ••aU.r situation wh.r. SFAS-l06 co.t. incre••e,
the v'S. r.t. in the .cono.,. v1l1 faU, off.etting the
incr•••• in l.bor co.t••••oci.t.d vith SFAS-I06.)-

H.r. it is appropriate to co...nt only on footnote 8.

In the Godwina '.port pr.p.r.d for USTA, the introduction

of SFAS 106 l ••~ to a r.duction in the vas. rat., r.lativ.

to the was. rat. that vould have pr.vail.d in the ab••nce

of SFAS 106. Th. faU in the vas. rate is ~ a

cons.qu.nc. of -an It~tric.l relationship [that] vill b•

• fforded carriers under pric. cap•. - Th. vase rat. f.11.

for All fira. in the .cono.,., .v.n tho•• fira. that do not

off.r OPUs cov.r.d by SFAS 106. Th. pr.dict.d nationwide

fall in the vas. r.t. i. • ..rktt .quilibriu. ph.no..non

r.fl.cting the nationvide fall in the de..nd for labor at

any siv.n vas. r.te, It .xplain.d on pas. 24 of the Godwin.

Report. Becaus. the fall in the vas. rat. is an

.quilibriu. ph.no..non, it is b.yond the control of any

.inal. fira or ,mall group of fi~.
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App.ndu A

Calculation of ~Standard !rror~ of Ay.ral. ILI
(D••cription of K.thodololy)

In r ••pon•• to a cont.ntion rai••d by the Ad Hoc T.l.co.-unicatio~ U••ra

Co_itt•• , v. have provided an analy.1I which va. p.rfonaad to det.rain. wh.th.r

~th. unc.rtainty that i. a••ociated vith survey r ••ult.- could have ..t.rially

aff.ct.d the r ••ult. outlin.d in the Godvina R.port. Th...thodololY .~loy.d

in that analy.is i. de.crib.d b.lov.

Th. Godvina BLI datab... 11 .xte~iv. (830 plana in all) and holda data on

Pla~ for 18 .illion participant. out of a univ.r•• of 38 .illion participant•.

Statistical '&llpling .rror should have b••n .inor. Godvina t •• t.d this hypoth••1a

by calculating standard error. for the pr.-65 and po.t-65 av.rag. BLI'.. Th.

analysis took account of the I1x industry group. us.d in the USTA R.port, the BLI

v.ilhting. vi thin .ach industry group, the v.ilhtinl' of the industry-Iroup BLI'.

in developinl the final av.rag•• , and of the finite univ.rs••ffect wh.reby

dispersion t.nda to z.ro wh.n a '&llpl••nlarae. to .xhaust the univer••.

For each induatry Iroup (1-1, i-2, ... 1-6) a varianc. va. calculat.d for

the set of BLIJ ' s (j-l, N,) oba.rv.d for the group, N, b.inl the nUliber of Plan.

in the Goc!vina databa.. for industry aroult 1. ~.i&hted ..ana v.re us.d in the

USTA .tudy, and the varianc. for the v.ilht.d ..an for induitry group iva.

calculat.d u the variaac. of the ob••rv.d ILIJ'. tiM. the .ua of the .quares

of the v.iabt. bu.d on participant count. in the plana inc:lucled in the industry

group. The Godvina detaba.. hu inforaation for .ub.tantial p.rcental" of

covered • .,101'" in .ach indultry Iroup. Th. total ~r of plana 1n each

indua try groult, T., vu tak.n a. the nUllb.r of ltlana in the Goc!vina detaba.. for

the industry group, ~, t1M. the ratio of cov.r.d '8plo,.ent for the industry

group in the .cono~ (a GAO filUre) to the cover.d .-plo,.ent included in the

Goc!vina detaba•• for the industry group. A .tandard adjuse.ent factor of

(T, - N.) I (T, - 1) va. applied to account for the -finite univ.r.. effect-.
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The e.t1aate of the variance of the lI.ans wa. taken as the SWI of the

products of the square of the ·GAO weights· t1.... the estillates of the

industry-group variances. The square root of the est1aate is the lIeasure of the

dispersion of the lIeans. NUllerical results froll the calculations are s~r1z.d

on the chart attached hereto. We .ee that pre-65 and poat-65 di.persiona are

lIinor when contra. ted to their corresponding Ileana.
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Calculation of "Standard Error" of Average IU'.

(Results)

."'try Group IlUlIber:

N~r of PIInS in GODWIMS' ~t~e:

tl\Jl&)er of Ellployees covered by aucll Pl_:

IUlber of covered tIlPloyen in ee:... (GAO):

Pre Age 6S

Welthted _an III for group:

V.riance of Ill's in group:

V.riance of weithted .an for group:

Variance edlusted for finite universe effect:

(1)

446

11,129,686
11,602,ln

0.7232
0.049191
0.000711

OO29סס.0

(2)

6
94,893

562,891

0.71'51
0.060456
0.021462
0.024396

(3)

71
1,4n,S89

I,1S3, 209

0.7974
0.041069
0.002195
0.002419

(4)

31
1,1184,054

3,962,734

0.47]0
0.06n15
0.006361
0.003379

(5)

222
3,549,719

10,431,100

0.6n1

0.040691
0.000747
0.000494

(6)

47
780,402

3,040,556

0.5n1

0.061032
0.004062
0.003035

lotel

130
11,911 ,J43

38,454,062

0.6898

0.000227

Diepersion of ..lthted _an:
IIHn • 1 at...-rd _Iatlon:

IIHn . 1 .t.....d devlat ion:

0.015076
0.7049
0.6747

Post Age 6S

Weilltted .an IL I for grOLf):

Variance of ILl'. In group:
Variance of ..ithted _an for group:

V.riance edjusted for finite universe effect:

0.2340
0.019851
0.000217
OO12סס.0

0.0604
0.022000
0.010357
0.001811

0.2643
0.011111
0.000&31
0.000700

0.060J
0.011052
0.001044
0.000555

0.1926
0.8159116

0•.-atS
0.000555

0.1267
0.011178
0.001015
0.000111

0.2008

0.000065
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Dleperaion of ..Ighted _an:

Mean • 1 atendard deviation:
Mean . 1 standard deviation:

0.008080
0.2089
0.1927
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Appendix B

Average Age / Average Service for Mature Populations

Promulgated from Varying Turnover and Retirement Assumptions

< - - - - - - . - - - -
< - - - - T2 - - - - > < . -

Average Age
- . T6 - - >

- - - ••• - - - - - - ->
< - • - - T10 - - - . >

Age of
New Hires

25
26
27
28
29
30
31
32
33
~4

5

RA 62

39.94
40.75
~
42.32
43.08
43.83
44.57
45.29
46.00
46.69
47.36

RA 63

40.35
41.16
41. 96
42.74
43.51
44.27
45.01
45.74
46.45
47.14
47.82

RA 64

40.76
41.58
42.38
43.17
43.94
44.70
45.45
46.18
46.90
47.60
48.28

RA 62

36.96
37.88
~
39.71
40.60
41.48
42.34
43.19
44.02
44.84
45.64

RA 63

37.24
38.18
39.11
40.02
40.93
41. 81
42.69
43.55
44.39
45.22
46.03

RA 64

37.53
38.48
39.42
40.34
41.26
42.16
43.04
43.91
44.77
45.60
46.43

RA 62

31.02
32.16
33.29
34.43
35.56
36.70
37.82
38.94
40.05
41.14
42.22

RA 63

31.09
32.23
33.38
34.53
35.68
36.82
37.96
39.10
40.22
41.34
42.43

RA 64

31.16
32.31
33.47
34.63
35.79
36.95
38.11
39.26
40.40
41.53
42.64

< - - . . - . • - - Average Service . - . . - - - • - - - - - ->
< - . - - T2 . - . - > < - - T6 • • • • > < - . . - T10 - - - - >

Age of
~1ew Hires

25
26
27
28
29
30
31
32
33
34
35

RA 62

14.94
14.75

IE:E
14.32
14.08
13.83
13.57
13.29
13.00
12.69
12.36

RA 63

15.35
15.16
14.96
14.74
14.51
14.27
14.01
13.74
13.45
13.14
12.82

RA 64

15.76
15.58
15.38
15.17
14.94
14.70
14.45
14.18
13.90
13.60
13.28

RA 62

11.96
11.88

[11. sol
11.71
11. 60
11.48
11.34
11.19
11.02
10.84
10.64

RA 63

12.24
12.18
12.11
12.02
11.93
11.81
11.69
11.55
11.39
11.22
n.03
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RA 64

12.53
12.48
12.42
12.34
12.26
12.16
12.04
11.91
11.77
11.60
11.43

RA 62

6.02
6.16
6.29
6.43
6.56
6.70
6.82'
6.94
7.05
7.14
7.22

RA 63

6.09
6.23
6.38
6.53
6.68
6.82
6.96
7.10
7.22
7.34
7.43

RA 64

6.16
6.31
6.47
6.63
6.79
6.95
7.11
7.26
7.40
7.53
7.64
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A.ppend1z C

Additional S.~itivity Analysis

Extre.. Parameter Values Leadinc to Lov Estiaates
of the Percentace of Additional SFAS 106 Cost.

to be Met fro. Other Source.

Additional SFAS 106 Co.ts of
Averace Employer vith SFAS 106 Liabilities

1<··· _. 2' •... ·>1 1<· ... - 3t ·····>1 1<····· St ·····>1
Labor
Supply (a) (b) (c) (a) (b) (c) (a) (b) (c)
Elasticity

0.0 0.9 12.0 12.l 2.0 17.5 tiU S.4 27.5 ll..1

0.1 3.9 10.0 1LJ. 6.4 14.6 l1..2 12. S 22.8 ~

0.2 6.7 8.1 .u...l 10.6 1l.8 1L.i 19.4 18.3 i1...J.

0.3 9.4 6.4 JA..l 14.6 9.1 lLl 26.0 13.9 ~

(a) reflecte4 in GHP-PI
(b) flnance4 by potential reduction in the vase
(c) to be Mt froa other .ources

price elaatlclcy of~ - 3.0
share of labor coats In total coat in aector 1 - 0.71
share of labor coats In total cost In .ector 2 - 0.71
initial fraction of labor -.ploye4 In ••ctor 2 - 0.4

·53·_____________________ "Cj«Jwins _



SECTION 2.1 Nrc
APPENDIX G

PAGE 1 OF 48

Best Estimate Increases

TELCO's Unrecovered SFAS 106 Costs

March 1993

By Randy Cosby



SECTICN 2.1 NTC
APPENDIX G

PAGE 2 OF 48

New Findings Prove Strength of Original Request

More than 87% of the cost of adopting the SFAS 106 accounting

procedure will not be recovered by local exchange carriers subject

to federal price caps (Price Cap LECs) without exogenous treatment,

according to a "best estimate" prepared by Godwins for the United

States Telephone Association (USTA).

The best estimate, and an expanded sensitivity analysis

showing 648 potential scenarios that could change the amount of

SFAS 106 costs recovered by PrIce Cap LECs, were requested by the

Federal Communications Commission (See the FCC's Jan. 22, 1993

Order in CC Docket No. 92-101, paragraphs 63 and 64) .

The best estimate shows that only 0.3% of the costs are

reflected in the GNP price index and 12.3% might be recovered by a

reduction in the wage rate and other macroeconomic adjustments,

leaving more than 87.3% of the costs unrecovered.

The finding underscores the conservative nature of the Price

Cap LECs' request for exogenous treatment made last year. In that

request, which was based on a study by Godwins, exogenous treatment

'.-.'ass 0 ugh t for 0 n1y 84 . 8% 0 f the ::: 0 s t s 0 f SFAS 106 2 . 5

percentage points less than the best estImate now clearly indicates

is reasonable.

The earlier calculation estimated that 0.7% of the costs would

be recovered in the price index and 14.5% might be recovered by a

reduced wage rate.

- 1 -
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Given the phi losoph"y fo l.lowed ::. n the Godwins study, it should

come as no surprise that the best estimate is higher than the

or i ginal es t ima te ci ted in the study. The study generall y used

conservative values when setting parameters for the actuarial and

macroeconomic analyses used to gauge the impact of SFAS 106 on

TELCO, a composite company constructed to more easily quantify

statistics compiled from the 11 Price Cap LECs.

At every juncture, Godwins used values that avoided giving

unwarranted benefits to TELCO. The intent was to avoid potential

claims of double-counting by erring in the direction least

favorable to Price Cap LECs.

For example, in the macroeconomic model Godwins overstated the

impact on GNP-PI by using a baseline value of price elasticity of

demand that is almost certainly too high. When this value was

reduced to a more likely level for computation of the best estimate

of recovery, it reduced the amount 0 f costs TELCO would recover

through the GNP-PI and other macroeconomic effects.

A similar result occurred when Godwins overstated a value for

labor supply elasticity which, like price elasticity of demand, is

-
among several economic parameters used to determine how much of

SFAS 106 costs will be recovered through the GNP-PI.

The study's conservative bent also is shown in the actuarial

analysis by use of a 3% figure to quantify the direct impact of

SFAS 106 on labor costs for the portion of the economy that

includes businesses providing post-retirement benefits. The best

estimate places this value at 2.5%, fully a half-percent lower than

- 2 -
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th~ conservative estimate.

It is with a firm bellef:n the Godwlns study, and with

steadfast support for the actuarial and macroeconomic analyses on

which the study is based, that the 84.8% estimate used by the Price

Cap LECs in their filings last year, is reaffirmed.

Conservative Estimate Is Built On Sound Foundation

The conservative estimate developed by Godwins in this study

is built on a firm foundation composed of an actuarial analysis, as

well as a macroeconomic analysis that uses parameters derived from

the actuarial study.

Using extensive demographic, economic and benefit program data

collected from 11 Price Cap LECs, the actuarial analysis constructs

TELCO, a composite company that closely reflects the entire

industry's characteristics.

When compared to the average employer in the economy, the

effects of SFAS 106 on TELCO's costs are disproportionately higher

due to a combination of factors. :ts work force stays on the job

longer, retires earlier, has a higher ratio of retired-to-active

workers and has a higher proportion of covered workers.

The situation is offset somewhat by the fact that TELCO's

labor costs are a lower percentage of total costs than of the

average employer in the GNP.

Given these circumstances, the average employer in the economy

will expe4ience only 28.3 percent of the cost increase from SFAS

- 3 -
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106 that will hit TELCO.

Among the steps taken to obtaln the results:

* A comparison of TELCO's benefits program to a "national

average" benefit program developed through the use of a database of

provisions of retiree medical plans sponsored by 830 private-sector

companies employing 19 million workers, which is well over half of

all covered employees in the United States.

* Adjustments for differences in programs and other factors,

such as the average age of employees, length of service, retirement

patterns, number of retirees and:::urrent level of pre-funding of

benefits.

The actuarial analysis also utilizes a number of factors to

develop a formula that quantifies the direct impact of SFAS 106 on

labor costs for the portion of the economy that includes businesses

providing post-retirement benefits. The best estimate places this

value at 2.5%, fully half a percentage point lower than the 3%

conservative estimate used in the Godwins study.

Through its examination of the impact of SFAS 106 costs on the

economy as a whole, the macroeconomic analysis divides the 95.8

million private-sector workers ln the national economy into two

groups. They are:

* Sector 1: An estimated 65.1 million workers who have no

post-retirement plan covered by SFAS 106 rules; and

* Sector 2, an estimated 30.7 million workers eligible for

some type of retirement plan, the cost of which ultimately will be

- 4 -
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reflected In SfAS 106 costs.

The macroeconomic model also f1nds that only 2.3% of the

average employer's additional costs resulting from SFAS 106 is

passed through to the GNP price index. Consequently, TELCO stands

to recover only .7% through the GNP-PI because the actuarial

analysis finds the price index will reflect only 28.3% of the

additional costs incurred by the average Price Cap LEC due to SFAS

106.

Although it first appears that thls means 99.3% of TELCO's

additional costs are unrecoverable, the macroeconomic analysis

determines that the national wage rate might be 0.93% lower than it

would have been In the absence of SFAS 106.

Consequently, If TELCO can achieve a similar reduction in its

wage rate, another 14.5% of SFAS 106 costs could be recovered,

lowering its total unrecovered costs to the conservative estimate

of 84.8% that 1S being sought for exogenous treatment.

Some Outcomes Are Not Realistically Conceivable

As explained in the origInal Godwins study, the macroeconomic

model for determinlng how much of the SFAS 106 costs are

unrecoverable can, ~y adjusting the values of its parameters, be

used to obtain numerous posslble outcomes.

Godwins attempted to display the sensitivity of the results in

- 5 --
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its original study by showing a~ e~t~emely wide range of possible

outcomes--as well as the ccnseY-·/c.:':~·ie estimate believed to be a

reasonable basis for exogenous t~eatment.

However, the Commission subsequently requested, and now has

been provided, all 648 estimates, as well as an overall best

estimate.

This list shows all outcomes associated with all "possible"

parameter values. But it must be understood that results at either

end of the spectrum are based on extreme values and simply are not

realistically conceivable.

That is the case with at least three of the parameter values

which show more than 40% of costs belng recovered through GNP-PI

and macroeconomic adjustments. ThiS occurs because any attempt to

display every combination of parameter values requires some of

those values to be set at levels ~eeded simply to fill out the

"grid" of possibilities.

For example, the outcomes in auestion are based on unrealistic

values for:

Price elasticity of demand The flawed combinations of

parameters use a value of 3 0/ wr.ich is much too high to be

plausible. The baseline calculation purposely uses a value of 1.5

that is too high in order tc g;~ard against the possibility of

understating the impact of SFAS ~OE on GNP-PI. The true value

almost surely is less than 1.0.

-- The direct impact of SFAS 106 on labor costs in sector 2,

- 6 -
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the segment of the economy enCQmp2ss1ng covered workers. The 4.5%

value applied here 1S much too ~ig~, as evidenced by the 2.5% value

used to develop the best estimate and the 3% value used in Godwins

original conservative estimate.

The foregoing is why all of the combinations of parameter

values that show less than 60% of additional SFAS 106 costs being

recovered wi thout exogenous treatment simply are not worthy of

consideration.

- 7 -
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